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Israel - Key Economic Indicators 


All values in Israeli Pounds (IL) 
billion, unless otherwise stated Estimated % Change 
1978 1979 1980 1978-1979 


Income, Production & Employment 
GNP, current prices 223.9 416.9 N/A 86.2 
GNP, 1979 prices 397.0 416.5 433.8 4.9 


Per capita, GNP, 

current prices (IL) (a) 60,661.0 110,174.0 N/A 81.6 
Plant & Equipment Investment 

current prices 20.0 38.1 N/A 90.5 
National income/capita, 

current prices (IL) (a) 45,083.0 81,052.90 N/A 


Industrial production E 
index (1978=100) (a) 100.0 104.9 N/A 


Civilian labor force 
(thousands) — (b) 1,258 1,280 1; 305 


Average unemployment rate 3.6 2.9 4.2 


Money & Prices 
Money supply (b) 27.2 N/A 
Interest rate (big banks) (b) 3° N/A 


Wholesale Price Index 
(1977=100) (a) 253.2 N/A 


Consumer Price Index 
(1976-100) (a) 202.57 N/A 


Balance of Payments ($) Million 
Gold & Foreign Exchange Reserves 

(IMF definition) (b) 2,678.0 3,120.0 N/A 16.5 
Foreign debt (b) 12,882.0 14,999.0 17,100 16.4 
Average Exchange Rate against 

U.S. Dollar, IL (a) 17.48 25.43 N/A 45.5 
Balance of Payments,Goods & Svs. 3,349.0 -3,767.0 -5,065.0 1225 
Merchandise Exports FOB 3,921.0 4,553.0 5,625.0 16. 2: 

Exports to U.S. 685.0 749.0 N/A 9.3 
Merchandise Imports CIF 5,843.0 7,473.0 9,300.0 27.9 


Imports from U.S. 1,203.0 1, 512.0 N/A 37-4. 


Main imports from the United States in 1979 ($ million): machinery and 
electrical equipment - 386; agricultural products - 352; transport equipment - 
260; chemicals - 94; rough diamonds - 84; metal products - 80; optical and 
measuring instruments - 59; textile and clothing - 48; paner and paper 
products - 36; rubber and plastic products - 36. 

FOOINOTES: (a) Anmual Average (b) Ind of Period E Estimate N/A Not Available 


NOTE: As of March 1980, Israel introduced a new currency unit, the shekel. Mme 
shekel is equal to ten Israeli pounds (lirot). Shekels are oly aradually replacing 
pounds in transactions and the unit of account is still the pound for the most part. 
Therefore all figures quoted in this revort are in Israeli pounds. 





ECONOMIC TRENDS 


Summary and Overview: Israel's Economy 


Israel's economy continued its rapid growth in 1979. However, the 4.9 percent real GNP 
increase, concentrated primarily in private consumption and housing investment at a 
time of a tight labor market and rising costs of the goods Israel imports, predictably led 
to a soaring inflation rate and an increasing balance of payments deficit. In October 
1979, a new Finance Minister, Yigal Hurwitz, took office. Shortly afterwards, he 
announced an austerity plan designed to reduce inflation, hold down consumption, 
strengthen exports, and reduce the balance of payments deficit. Major elements of the 
program include: 

— a tight budget policy, which has already resulted in the elimination of most consumer 
subsidies and a reduction in the civil service work force; 

— a very restrictive monetary policy which utilizes high interest rates and quantitative 
credit limits; 

— an import deposit scheme and encouragement of resource transfers to the export 
sector; 

— an incomes policy that calls for a freeze in real wages in 1980. 


The austerity plan was a response to a very difficult economic situation that developed 
after the economic slowdown of 1975-1977. The slowdown, during which GNP growth 
averaged 2 percent annually, private consumption grew only moderately, and 
government spending- and imports actually declined, corrected a balance of payments 
problem that had reached near crisis proportions in 1975. Following the lowering of the 
payments deficit to manageable proportions in 1977, the government decided to 
stimulate the economy, leading to a 4.7 percent real GNP growth in 1978, characterized 
by an 8.0 percent rise in private consumption spending and an 11.3 percent increase in 
government outlays. Meanwhile, imports rose much faster than exports and the balance 
of payments deficit worsened. By mid-1979, the consumption spree, combined with a 
very tight labor market, had driven the inflation rate toward the three digit level. 
Some moves to tighten fiscal and monetary policy were taken in mid-1979, but had 
little immediate effect. The inflation rate then worsened through the third quarter, 
setting the stage for the new Finance Minister's program. 


Whether the austerity program will succeed depends on a number of factors, not all of 
them subject to Israel's control. Consistent application of tough fiscal and monetary 
policies affecting many special interest groups, a basic requirement for success of the 
program, is difficult at best in a democratic country. The Israeli balance of payments 
is affected by actions in the international market, especially oil-pricing decisions. 
Also, as the 1981 date for national elections draws near, there will be increasing 
resistance to harsh economic measures affecting incomes, Nevertheless, tough moves 
are required if the situation existing near the end of 1979 is not to worsen substantially. 


Although the current account of the balance of payments moved further into deficit in 
1979, particularly in the civilian sector, capital inflows more than covered the deficit 
and reserves rose to over $3.0 billion. The current account deficit will grow again in 





1980 as military imports and high-priced oil add to the gap between imports and 
exports. The government hopes that structural changes brought on by lower growth in 
domestic consumption, some slack in the labor market, and a shift of resources to the 
export sector will lower the current account deficit in subsequent years. U.S. 
Government assistance to the State of Israel has been a major source of capital 
financing. U.S. aid has been approximately $1.8 billion annually in recent years, and the 
United States is also providing a special $3.2 billion assistance package to help finance 
over three years the Israeli Defense Force withdrawal from Sinai and the construction 
of two new airbases in Israel's Negev desert. 


The labor force remained fully employed in 1979, as the unemployment rate averaged 
2.9 percent for the year. Real wages rose 3 percent fueling consumption growth. 
Employers, the government, and Histadrut, the national trade union, are now 
negotiating a wage package for the next two years. The government's declared policy is 
to freeze wages in real terms as part of its austerity program, while preventing massive 
unemployment. 


The government's budget deficit was large in 1979 and the need for central bank lending 
to finance the deficit has proven to be highly inflationary. The budget is dominated by 
defense and debt repayment requirements, which together account for over 60 percent 
of total expenditures. The latest budget contains deep cuts in real terms in outlays on 
consumer subsidies and many of the social services Israelis have come to expect. 
Defense spending remains high, however, and most observers figure that the 
government's total domestic spending will expand economic activity. 


The value of Israeli merchahdise imports from the United States in 1979 increased to 
$1.511 billion in 1979 from $1.102 billion in 1978 as the U.S. market share expanded to 
20.2 percent. The most rapidly growing major share of U.S. exports to Israel was the 
machinery and equipment sector which passed agricultural exports as the largest earner 
for the U.S. in the Israeli market. As investment in the export sector increases, U.S. 
exporters should be able to supply Israeli purchasers of high technology equipment for 
export production. There will also be a strong demand for transport and earth moving 
equipment for Negev redeployment projects. The best prospects for U.S. sales are: 
electronic components, computers and peripheral equipment, communications 
equipment and systems, electronics industry production and test equipment, aviation 
and avionics equipment, and metalworking equipment. 


National Accounts 


Economic growth in 1979 matched the previous year's performance as GNP grew an 
estimated 4.9 percent in real terms, although there was a marked slowdown in economic 
activity in the fourth quarter of the year. GNP growth was again consumption-led, 
counter to the expressed intent of the government's economic policies which had been 
aimed at continuing the export expansion established during the 1975-77 economic 
slowdown. With domestic demand showing continued strength, imports of industrial 
inputs and consumer goods rose, while the export sector, which suffered from lack of 
resources and diversion of output to the local market, grew only slightly in real terms. 





Investment increased sharply although much of the investment growth was concentrated 
in residential housing. Government spending reversed the 1978 trend and fell 3.5 
percent in real terms; much of the decline was due to a temporary slowdown in the rate 
of Israel's military imports. 


Although the austerity program, if thoroughly implemented, should cause a drop in or at 
least slow growth of some of the macroeconomic aggregates, GNP is expected to grow 
4.2 percent in 1980, according to official Government of Israel forecasts. These 
predictions, based on the assumption of export led growth, call for real growth of 
exports of 8.5 percent, imports of 1.4 percent, increases in private consumption of 2.8 
percent, a 9.2 percent decline in investment, and a 5.5 percent rise in government 
spending. 


Real disposable income grew very little during 1979, even though gross wages rose an 
estimated 3.0 percent. The expansion in private consumption was apparently financed 
through a fall in the savings rate. The savings rate remained very high, however, as 
gross savings amounted to 25 percent of gross after tax income of the private sector. 
Much of the increase in private consumption represented purchases of consumer 
durables, and sales of television sets and home appliances soared. Following the 
announcement of the government's new austerity program in November, however, retail 
sales slumped and consumption fell. In the last quarter of 1979, for example, real 
private consumption declined at an estimated annual rate of 6.0 percent. In early 1980, 
retail sales remained sluggish, and the government now predicts that consumption will 
show only 2.0 percent growth in 1980. 


Reversing the trend of previous years since 1975, investment in residential housing was 
up sharply in 1979 and pushed gross investment to a real growth rate of 15 percent. 
Most other sectors also showed large increases in investment, although non-residential 


construction lagged. After the government moved to link mortgages to the cost of 
living index, private residential construction slowed toward the end of 1979 and early 
1980. As a result, gross domestic investment is expected to fall slightly in 1980. Most 
sectors of the economy should share in the investment slowdown, although domestic 
industries producing for the defense sector and export industries are expected to expand 
their capital base. 


Government spending dropped 3.5 percent in real terms in 1979 with lower non-defense 
spending, especially for social services and consumer subsidies, being the main cause. 
The rise in defense spending brought the share of the GNP devoted to the defense 
sector back to 32 percent, the 1977 level, after a fall to 27 percent in 1978. 
Government spending is expected to grow slightly in 1980, as domestic defense spending 
will increase, although other sectors will show little growth, if any. 


Balance of Payments: Results and Prospects 


The deficit in the balance of payments on goods and services account was $3.767 billion 
in 1979, compared to $3.349 billion in 1978, and $2.563 billion in 1977. An increased 
deficit in the current account was expected in 1979 because of the expansion of the 
domestic. economy and to a lesser degree because of the lack of strong demand in 
Israel's major trading partners. The overheated local economy drew in imports for 





consumption and production inputs, especially oil. As the economy moved into overfull 
employment in the labor market, manufacturers of export goods faced both a shortage 
of manpower and increasingly profitable markets in the domestic economy, leading to a 
tendency to direct resources to production for domestic use instead of exports. The 
price index of Israel's imports rose somewhat more than the price index of its exports, 
which also contributed to the value of the trade deficit. The effect of these factors 
was felt in the civilian part of the trade account. The civilian deficit - the balance of 
payments on goods and services not including the value of direct defense imports - 
increased $900 million in 1979 to over $2.6 billion. The total deficit was smaller than 
the $4 billion plus figure many analysts had feared because of a shortfall in defense 
imports. The value of defense imports, which had been predicted officially to be at 
least $1.4 billion in 1979, totalled only $1.150 billion. In 1978 defense imports were 
valued at $1.612 billion, so the lower defense sector deficit offset part of the growing 
civilian deficit. 


Israel was able to finance the increased balance of payments deficit by large capital 
inflows. Foreign exchange reserves actually increased over the year and by March 1980 
had reached record highs. The cause of some of the capital inflow in 1979 was the tight 
internal monetary policy, which led some Israelis to borrow abroad for local financing 
needs. This borrowing stopped by mid-1979; other capital inflows remained at high 
levels. A U.S. Government military and economic assistance package of $1.8 billion in 
1979 plus a 3-year $3.2 billion program financing the withdrawal of Israeli forces from 
Sinai and the construction of new Israeli airbases in the Negev from the largest 
financing flows, but German reparations, donations and loans form the world Jewish 
community, and commercial borrowing are also substantial. 


Israel's export industries have been developed with Western Europe and North America 
as the target markets. Trade with Egypt is now possible following the signing of the 
peace treaty, but Middle East regional trade is likely to play a small part in Israel's 
commercial policy planning. Israel's manufactures enter the European community 
duty-free, and Israel is a major beneficiary of the U.S. Generalized Scheme of 
Preferences, under which 2800 categories of manufactures enter the U.S. duty free. 


The major variable factor influencing the service account of the balance of payments is 
tourism flows. The number of Israelis traveling abroad grew again in 1979, continuing 
the trend which began in 1978, following the rise in real incomes and the relaxation of 
foreign currency controls on 1977. Since 1977, the number of Israelis departing as 
tourists has risen from 332,000 annually to 491,000. Israeli expenditure on travel 
abroad offset in large part increased foreign tourist spending in Israel. Although full 
details are not yet available, it appears that the other sections of the service account, 
including wage payments to residents of the administered territories who commute to 
work in Israel, showed little net change in 1979. 


As noted above, the balance of payments problem has assumed major proportions and 
lowering of the deficit has become the major economic policy target of the Israeli 
Government. The effort to control domestic demand pressures and shift resources to 





export production, if successful, will begin to show a turnaround in the deficit only 
after 1980 at best. Therefore, the prospect for the balance of payments accounts is for 
increased deficits in the short to medium term, as the economy is beset with higher 
energy import costs, more defense imports, and uncertain markets abroad. The 1980 
current account deficit may well reach $5 billion or more. Israel should be able to 
finance the deficit, if it pursues its austerity regime, although in the short to medium 
term, it will have to make decisions on drawing down some of its reserves or further 
increasing the foreign debt. Performance in the first quarter of 1980 has been very 
encouraging, as the value of exports has expanded at a high rate, running 37 percent 
over that of the first quarter of 1979 in dollar terms. Imports continue to increase, but 
at a slower rate, so the civilian trade deficit has improved. The government is 
encouraging this export expansion by trying to maintain the profitability of exports and 
attempting to direct more resources to exporters. 


Exchange Rate Policy 


Israel has followed a floating exchange rate regime since October 1977 when the 
government removed most foreign exchange controls, unified the exchange rate (there 
had been a system of multiple exchange rates), and allowed the pound to float. 
Theoretically, the central bank intervenes in the market only to maintain orderly 
trading conditions and to counteract sharp movement of the exchange rate due to 
sudden capital flows. In practice, the central bank sets the daily rate by its 
announcement of the price at which it will buy and sell, since the commercial banks are 
reluctant to take positions in the market. During 1979 the pound depreciated, 
reflecting the differencé in inflation rates between Israel and its trading partners. By 
mid May 1980 the exchange rate had fallen to $1.00 = IL44.40 from about $1.00 = 
1L24.00 in May 1979. 


Reserves and Foreign Debt 


Total foreign debt increased to $15.0 billion by December 1979 from $12.9 billion in 
December 1978. The long-term debt rose about one billion dollars to $11.2 billion, while 
short-term debt increased over $800 million to $1.82 billion. Medium-term borrowing 
increased to $1.96 billion, an increase of over $300 million. The short-term borrowing 
was due to an increasing reliance of the private sector on foreign lenders for trade 
financing and did not reflect government resort to short term borrowing for its needs. 
The term structure of Israel's debt shortened somewhat in 1979 due to the rapid 
expansion of short-term debt. Long-term debt declined to 75 percent of total debt 
versus 80 percent in 1978, while short-term debt rose to 12 percent of total debt versus 
8 percent in 1978. 


Most of the addition to Israel's long-term debt was borrowed from the U.S. Government 
or from Israel Bond holders on concessional terms. Although the total debt is rather 
large for a country its size, Israel's credit rating has remained strong. As long as the 
government pursues an austerity program and holds the economy to moderate growth 
rates, Israel should have adequate resources in terms of reserves and access to 
commercial borrowing to meet its international obligations. 





The value of Israel's reserves, including gold, grew to about $3.1 billion by December 
1979, a rise of about $400 million during the year. Reserves again increased in early 
1980 and by the end of the first quarter reached a value of $3.3 billion. Israel has been 
able to manage its foreign accounts without drawing on its reserves to any significant 
degree since 1975. In fact, in spite of persistent current account deficits, it has 
significantly augmented its reserves, especially since the foreign exchange 
liberalization measures of late 1977. Since reserves are now at record highs, the 
government may chose in 1980 to draw them down somewhat to meet its foreign 
obligations rather than adding to outstanding debt. 


Financing The Current Account 


Israel again financed its large deficit on goods and services in 1979 without much 
difficulty. Unilateral transfer flows into Israel grew again. German reparation 
payments to victims of the Nazis were $439 million in 1979, and donations from the 
world Jewish community grew over $130 million to $970 million. In addition to a special 
3-year $3.2 billion financial package provided by the U.S.Government to partly cover 
the costs of the Israeli withdrawal from the Sinai into Israel's Negev desert, the Israeli 
Government again received annual U.S. aid of $1.8 billion. The annual aid consists of 
about $800 million in economic aid (two-thirds grant) and $1.0 billion in Foreign Military 
Sales grants and credits. Israel had hoped to reduce its need to rely on official U.S. 
assistance by the early 1980's, but it is now likely that it will have to request sizeable 
amounts of U.S. assistance for several more years in view of the worsening balance of 
payments situation. Israel will also continue to borrow from commercial banks, mainly 
U.S.-owned, especially in the field of trade financing. 


Public Finance 


In the Israeli fiscal year ending March 31, 1980, the government budget deficit was 
IL16.8 billion, IL4 billion over the original estimate. The budget deficit in Israel, which 
is defined as the amount of money the government borrows from the central bank after 
all other borrowing and tax income, is projected at IL26.1 billion in a total budget of 
IL653 billion in the current fiscal year. Direct borrowing from the central bank adds to 
inflationary pressures and there are fears that additional demands on the budget may 
cause fiscal policy to become even more expansionary. As in previous years, almost 
two-thirds of the budget is devoted to debt service and defense. Many of the Israeli 
Government ministries absorbed severe budget cuts in the new budget and the interest 
groups affected by these cuts will apply pressure to have them restored. The domestic 
defense budget was not subject to the stringencies applied to other ministries and 
defense spending will be higher on the local scene this fiscal year. The IL653 billion 
budget figure will be updated after the first six months of the fiscal year to take 
account of the inflation rate predictions for the remainder of the fiscal year. The 
government hopes, however, to keep the budget from growing any larger in real terms 
beyond its original submission to the Knesset. 





Monetary Policy 


The Bank of Israel's (the central bank) attempt to conduct tight monetary policy was 
part of the government's plan to cool off the economy. During 1979, the Bank reduced 
credit for domestic uses through quantitative controls and higher interest rates. Money 
supply growth appreciably lagged the rate of increase in prices. In pursuit of its policy, 
it has placed restrictions on bank credit, except for export credit, and forced up 
interest rates, resulting in nominal interest rates for some overdrafts at commercial 
banks of over 150 percent. However, the Bank's freedom to conduct this policy has 
been limited by the requirement that it finance the government's budget deficit. This 
direct monetization of the government budget deficit has recently led to a sharp rise in 
the money supply, which grew 43 percent in the first quarter of 1980. In early 1979, the 
Bank's attempt to conduct a restrictive monetary policy was complicated by inflows of 
foreign exchange to the private sector. During the year the central bank added penalty 
interest charges on foreign borrowing for internal purposes and in large part succeeded 
in stopping this capital inflow. 


Prices and Incomes 


Israel's Consumer Price Index rose a record 111 percent in 1979 compared to 48 percent 
in 1978. The high inflation rate was fueled by soaring local consumer demand and 
government deficit spending in a fully employed economy. The price increases of 
Israel's oil imports added also substantially to the inflation. By the end of 1979, the 
inflation rate was hitting double digit levels on a monthly basis and was tempered only 
in early 1980 by initial reaction to the government's austerity pronouncements. The 
rate dropped to 5 percent per month by March 1980 but is expected to rise again in the 
second quarter of the year. The keys to lowering the inflation rate are the 
government's ability to maintain a tight budget policy, thereby restraining the 
government's own domestic consumption, and its success in conducting an incomes 
policy that will keep local consumer demand under control. The prospects for lowering 
the inflation rate substantially during 1980 are very problematic, and even optimistic 
forecasters predict that the inflation rate in 1980 will reach at least 95 percent. 


Real wages rose for the fourth consecutive year in Israel. The economy-wide average 
wage increase was 3 percent, as industrial wages rose 5 percent and civil service wages 
increased 10 percent. Real wages are protected in the face of a soaring inflation rate 
because of Israel's indexation system, which adjusts wages upwards on a quarterly basis 
to take account of inflation. In 1979, the totally unionized labor sector won wage gains 
on top of this adjustment to inflation as strong economic growth led to a labor shortage 
and employers bid up wages. The Histadrut general labor federation is now negotiating 
with the government and private employers for a new two-year wage contract. The 
Histadrut is asking for increases in real wages while the government is trying to stick to 
its declared goal of no real wage increases in 1980. 





Employment and Productivity 


The average unemployment rate fell to 2.9 percent in 1979 from 3.6 percent in 1978. 
Since full employment in the Israeli economy is estimated at 3.5 to 4.0 percent, the 
unemployment fiqures indicate that there was more than full employment in Israel in 
1979. The number of employed reached an all time high in 1979 and the number of 
women in the work force expanded as the labor shortage encouraged them to find work 
outside the home. Workers from the West Bank and Gaza territories administered by 
Israel continued to commute daily to jobs in Israel. Their number reached almost 
75,000 during the year but declined when the labor market started at the beginning of 
1980. The unemployment rate in Israel is now estimated at close to 4 percent although 
widespread fears of massive unemployment due to the austerity measures have so far 
proven unfounded. 


Israel again recorded productivity gains in 1979, although the level of productivity is 
still below that of many western countries. If the unemployment rate rises, however, 
productivity gains will be expected to slow. Since firms are reluctant to lay off 
employees whose skills may be in short supply in Israel's traditionally labor-short 
economy, many workers will remain on the job even if not fully employed and output 
per manhour will drop. 


Implications for the United States 


Israel's non-defense imports from the United States reached a value of $1.511 billion in 
1979, up from $1.102 billion in 1978. The U.S. market share rose to 20.2 percent from 
18.9 percent in 1978 even though very large increases in oil imports and rough diamond 
imports came from non-U.S. sources. The largest category of Israeli imports from the 
United States was machinery and equipment, for the first time taking the first place in 
U.S. sales to Israel. 


Traditionally, U.S. exports to Israel have been led by sales of agricultural products. The 
growing Israeli need for highly productive and sophisticated machinery for export 
industries have spurred a jump in sales in machinery and electronic equipment to $386 
million in 1979, compared to $265 million in 1978. Agricultural sales have remained 
strong at a value of $352 million, a little above the average of prior years. Even if 
economic growth slows in Israel, American exporters will find a ready market for 
capital goods sales to the export sector. Since exporters will be facing labor shortages 
for some to come, best prospects are in machinery that increases productivity of the 
small but highly skilled work force already available to export manufacturers. The 
main competition to American exporters comes from European sellers who have lower 
transportation costs and in many cases have well-established service facilties in Israel. 
Best prospects for U.S. sales continue to be in high technology, high productivity, high 
quality goods for which spare parts are readily available. These include electronic 
components, computers and peripheral equipment, communications equipment and 
systems, electronics industry production and test equipment, aviation and avionics 





equipment, and metalworking equipment. The Embassy Commercial Section estimates 
that sales in these categories could increase by 10 to 30 percent annually over the next 
three years. 


The redeployment of Israeli forces into the Negev desert from the Sinai desert under 
the terms of the Israeli-Egyptian Peace Treaty have created opportunities for sales by 
U.S. exporters. Although the building of two airbases by U.S. contractors financed by 
the U.S. Government, is well under way, the actual withdrawal of forces will take place 
over the next two years. This withdrawal creates sales opportunities for transport, 
earthmoving, and construction equipment. 


The tourist industry continues to expand, and 1980 is shaping up as a very good year for 
the Israeli tourism industry. U.S. suppliers to the tourist industry have good prospects 
for increasing sales. The number of incoming tourists reached 1.1 million in 1979 and 
indications are that the number will increase again in 1980. 


Foreign investment is welcome in Israel, although investment inflows other than purely 
financial transactions have not been as high as had been hoped for in recent years. The 
small domestic market is not very attractive to foreign investors, and most investment 
have export markets targeted as part of the investment strategy. The Government of 
Israel encourages investment in export industries through a variety of incentives, and 
points out that Israel's association agreement with the European Community allows 
ready entry to exporters of manufactured goods. Israel also gives substantial incentives 
to investors willing to put money into certain geographical areas of the country, such as 
border regions, which it is trying to develop. 


There are few capital controls remaining in Israel, and profit and dividends may be 


freely transferred. A double taxation treaty has been negotiated and it is hoped that 
the treaty will be ratified in 1980. 
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